Timber and Taxes

William C. Siegel, J.D.

COmmon Timberland
Tax Questions and ‘Answers

! .e numerous Ietters and tele-
Ils from nan-lndustrlal for-

. 'Manyofthequestlonsl’vebeenasked

A

lburchased 120 acres of mixed hard-
woods ‘several years ‘ago. This past

spring, as part of the process of prepar-

ingamanagementplan for my property,
my consulting forester cruised the tim-
ber. | was told by my neighbor that |
couldn’t deduct the cost of the cruise
from my taxes, but had to add this ex-
pense to my depletion account for the
timber under IRS rules. Is this correct?

Yourtimber cruise was made for man-
agementpurposesinthe course of man-
aging yourwoodland. Its cost, therefore,
is whatis called an ordinary and neces-
sary management expense. As such, it
is fully deductible on your income tax
return for the year the expenditure was
made. The cost of a cruise made in
conjunction with atimberland purchase,
however—if paid for by the buyer—does
have to be capitalized into the timber
depletion account ratherthan deducted
currently. Andfinally, the costof acruise
made in the process of selling timber, if
paid for by the seller, must be recovered
by being deducted from the sale pro-
ceeds as a cost of sale.

I own and manage forestland that has
been in our family for many years. Land
adjacent to mine was purchased last
year by a new owner. Shortly after-
wards we became involvedin a dispute
over the exact location of the boundary
line between our two properties. A num-
ber of acres was involved. | incurred
several thousand dollars in surveying
and legal expenses to establish the fact
that the line we had always used was in
actuality the true boundary line. Can |
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»fdurlng the last yearshould also be of .
inte

deduct the survey and other costs on
my tax return ? :

Although the Ioglcal answer would
seemtobeyes, the position of the IRS—
upheld in several court decisions—is
that. you ‘cannot.sCosts ‘such as you
mcurred brotect and defend titletoa

¥ Soart

expenditures. Furthermore, they must
be capitallzed into the basis of the land,
not the basns of the timber. This means
that they can never be recovered (de-
ducted) unless you sell the land. Atthat
time these particular costs could be de-
ducted againstthe sale proceeds.

My forest property is in another state
and | don’t have the opportunity to visit it
very often. Last year some of my treés
were stolen, but | didn’t discover the
theft until this year. We have not been
able to identify the thief. | hired a consult-
ing forester to help me determine the
extent of my loss so | could deduct the
loss on my fax return. | have two ques-
tions. The firstis: On which tax return do
I deductthe theft loss, last year’s or this
year's? My second question is: can |
add the fee charged by the forester to
my theft loss when I deduct it?

Even though your timber was stolen
last year, you didn’t discover the loss
until this year. Therefore, it must be
deducted onthis year's tax return. Addi-
tionally, your deductionis limited to your
basis in the stolen trees. The fee you
paidto determine the extent of your loss
is not a part of the theft loss per se and
thus cannot be added to your theft de-
duction. It can, however, be deducted
elsewhere on your tax return as a man-
agement expense.
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Late last yegrdecided to harvest some
of my timbervInstead of selling it “on the
stump” as | always did before, | cut the
trees myself. | skidded them to the road-
38ide and hired someone to take them to
the mill for me. | didn't receive my pay-

Urrently deductible ©

ment from the mill until this year. | know
thatlcan take capital gains treatmentfor
my cutting just as | d/d f
stumpage sales. However "fThe person
who does my taxes (not a CPA) is not
certain how o do thls Can you help me?

Assummg you had owned the trees
you cut for more than one year prior to
severance,-you are: ehglble for.capital
gains treatment for the difference be-
tween your basis in the trees and their
fairmarket value as stumpage on Janu-
ary 1 of last year. This “gain” must be
reported on last year's tax return, and
the capital gain tax paid on it, even
though you didn’t receive payment for
the logs until this year. In addition, in
ordertobe eligible for capital gains treat-
ment, you must make what is called a

‘Section 631(a) election on last year's

tax return. This is done by checking the
Section 631(a) election box on line 44 of
Schedule F of Form T and providing the
other information required concerning
your logging operation. Form T should

be attached to your tax return. The dif- .
ference between the fair marketvalue of *

the standing timber on January 1 of last
year and the amount youreceived atthe
mill, minus the cost you incurred for
delivery to the mill, is ordinary income.
You should report it as such on this
year's tax return.

| spent $2,500 in 1998 for reforesting
some of my property and preparing the
site before planting. The local extension
agent told me that | could deduct these
costs over eight years and also take a
taxcredit. Because | have never treated
my woodland as a business, and do not
file business tax forms for it, | wrote the
deduction for 1998 on the bottom of the
first page of my Form 1040, following the
instructions in an extension publication.
I recently received a letter from the IRS
telling me that | cannot take the deduc-
tionin this manner, but have to use either
Schedule C or Schedule F, which are
business schedules. | don’t want to file,
as a business. Who is correct—the IRS
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orthe extension publication?

The extension publication’s instruc-
tions are correct. | have had a number of
forestlandowners overthe yearstell me
astory similarto yours about their expe-
riences with the IRS on this point. The
reforestation amortization deductions
can be taken by either businesses or
investors. The deductionis whatiscalled
an “above the line” deductron or a de-
duction from gross mcome to arrive at

ad;usted gross income. Itis notan rtem- N

. lzed, deductron LT

a business with respect to your forest
property, the deduction is taken by writ-
ingitin at the bottom of the first page of

_ the Form 1040 as an adjustmentto gross

income--exactly as you did it. The IRS
has issued an administrative directive
explaining that this is the correct proce-
dure for taxpayers such as yourself.
Unfortunately, not all IRS auditors are
aware of its existence. | suggest you
write back to the IRS and cite Section
1 62(a)(1 1)ot the lntemal Revenue Code.

“people ‘about the
land and promote acod
ethics. The: message is:
“Please_Respect Oown
“erty: Keep Our Land ‘&*Wi:

Clean.” Itis directed at a variety of

Tree Farm users:including- pic-
- nickers, canoeists, anglers; hunt-

ers, snowmobllers and of course;
- loggers: .

~are showrng up

public recreation.”

- because mcreased Ievels of user respect a ethlcal

support: and-. cooperatlon of : lF&W the:Maine Tree: Farm Comnmittee,
SWOAM and SM|,: Proje LandShare mi

substantial portion of those 90 000 woodland owners already permitting

David Rock is a professr‘bnal forester with Forestry Services in Troy, Maine.
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Irecentlyharvested trmberfrom myland ..
forthe third time since I've ownedit. The =

e
el operatlon,therefore,
Spar

previous sales were in 1985 and 1990.
When I reported the two earlier sales on
my tax return, | wasn’taware that | could
take a depletion deduction for part of my
basis in the timber and | didn't do it. |
know now thaticando this andintend to
do so forthis sale. My question is: since
! didn’t deduct any basis for the two
previous sales, can | add those basis
deductions to the one for this sale when
1 do my taxes for this year?

Unfortunately, the answer isno.lfa

atthe, tlme

',yded t|

: depl etion ‘,account(bas

B G B

must be educed byﬂthe amount of the

I reforested 35 acres in early 1997 after
a clear-cut.:In both-1998 and 1999 |
spent-money for chemlcal control of
weeds and brush growing with the seed-
lings.'Can | deduct these costs outright
onmy tax returns for 1998 and 1999, or
do | have to treat them as capital costs
and put them in my depletlon account9

p tion control in
young plantations are erther currently
deductible stand malntenance costs or
capital expendltures dependmg onthe
circumstances. If the control is abso-
lutely necessary to insure seedlrng sur-
vivalin sufflcrent numbers foradequate
stocklng, the expense ls a caprtal one
and must be’ ‘added to’ the ‘plantation
caprtal account tisthen el|g|ble forthe
reforestatlon amortlza onandcredrt On
the: other, hand, |f the’ control merely

S A

eeds tobe exam-
‘the

Lastyear| planted hardwood seedlings
on some pasture land that had not had
trees on it for many years. | no longer
raise cows. I've read about the tax law
provision that allows planting costs to be
deducted over eight years and in addi-
tion allows a ten percent tax credit. My
reference refers to these provisions as
the reforestation amortization and credit,

implying thatonly reforestation followmg
atimber harvestls eligible. Aré the costs
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lincurred last year eligible?

The tree planting you did last year is
called afforestation, not reforestation,
since the site was not one on which
trees recently existed. Nevertheless,
the costs you incurred are eligible for
both the amortization and the tax credit,
just as if you had reforested followmg a
harvest.

! have several roads on my forest prop-
erty that | use formanaging and inspect-
ingthe land. Since these are permanent
roads that have been in existence for a

longtime, | have been told thatanycosts

lincur for mamta/n/ng them are not de-
ducl‘/ble on mytax return aswouldbethe

ible. These would include expendllures
for grading and “brushing out.” In addi-
tion, culverts and bridges associated
with permanent roads can be depreci-
ated over 15 years.

&
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There is o IRS form. on

I recently sold some timber that had
been blown down by a windstorm. |
managed to salvage it soon enough so
thatl still realized a profit after taking the
depletion deduction. I've heard that it
may be possible not to pay tax on this
profit. What are the rules that apply to
this type of situation?

Thetaxlaw (Section 1033 of the Inter-
nal Revenue Code) permits a deferral of
the taxdue on gains such as yoursifthe
proceeds are reinvestedin like-kind prop-
erties within two years following the year
ofthe casualty. Expenditures that qualify
include those made for site preparation
and planting; the purchase of standing
timber and/or land and timber; road,
bridge and culvertrepair: -and/or replace-

ment; and the purchase of sufficient -

stockina forest products ortimbergrow-
ing corporatlon to gain votlng control.
vhi

cate that you are el
You should explam your| tentlons ona
plaln sheet of paper attached to the tax
returnforthe yearthe sale proceeds are
received. Tothe extentthat replacement
property has already beeh acquired at
that time, the details should be given. If
all or part of the reinvestment is not
made until later, attach the explanation
to the tax return for the later year.

| have been told that Form T, the IRS
timber form, is not required to be used by
small landowners but only by the big
companies. Is this correct?

Form T is required to be filed by all
taxpayers who have had timber trans-
actions or activities mentioned on the
form. A penalty canbe assessed for not

filing it. This seldom occurs, but | know

of several instances where it has hap-
pened. The IRS timber staff is stressing
its use and has alerted other IRS per-
sonnel to check for Form T when exam-
ining tax returns involving timber trans-

actions. '

William C: Siegel is an attorney and
consultant. in private practice spe-
cializing in timber tax law and for-
estry estate planning. He is retired
fromthe US Forest Service where he
served as  Project Leader for Forest .
Resource Law and Economics' Re-
search with the Southern Forest Ex-
perlmentStatlon,wherehestlllserves
asa volunteer. He provides this col-
umnasa regular service to National
Woodlands readers. Mr, Siegel wel-
comes comments and questions.
They may be directed to him at: 9110
Hermitage Place, River Ridge, LA
70123; tel. (504) 737-0583. w

S Federal Taxes on Your Forestry Activities

) - A CD-ROM resource disc and multimedia presentation

& (0]

Foresf ‘management brings both chollenges and rewards. Worrying about taxes should not be
your biggest challenge when managing your forest resources. This concise and informative CD-
ROM / video mul‘hmedla presentation introduces you to managing fedeml foresﬂand tax issues.

Avmlable as.a Z_CD_BQM_sgi OR as a cD_BQM_andJLl:IS_comhmnnon

CDEl_mcludes free ms'rolla‘l'lon software Adobe® Acrobat Reader®, and Windows® Medla Player®, 1997 & 1998 US
Federal tax forms, publications, and instructions, a special folder of selected forms for forestland owners, many for-
estland tax publications; and state tax forms for most US states (dependent on availability). .

CD#2 OR the YHS-Tape:

option includes a 45 minute multimedia presentation that. combines sfunrlmg graphics, mfor-
‘mative narrative;and ste; by-sfep explana'hons of federal 'rax-'rrea‘rmenr on foresfry ac*hvrhes ,
To ord Rim Cre 1515 ‘ din Encloseo,

‘check or money order: sets are . $19.95 eq, shlppmg and handlmg odd $2.50 per order, in Washington state add 7. 5%
sales tax. » ,

Name: , Telephone: ( )
Ship to 4
Address: b
Selegt your preference: 12 CD set
, (inctude zip code) O 1¢D, 1 VHS tape

E-mail your questions and inquire about volume dnscounts for consultants and tax advisors to: pre@turbanet com

@ Pacife Rim Creations, Inc.

l———————W
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